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March 18, 2003
Accompanying this letter is an exposure draft, approved by the Auditing Standards Board (ASB),
of a proposed Statement on Auditing Standards (SAS) entitled Communication of Internal Control
Related Matters Noted in an Audit. The proposed Statement will supersede SAS No. 60 of the
same name (AICPA, Professional Standards, vol. 1, AU sec. 325).
This exposure draft establishes standards and provides guidance to enhance the auditor’s
communication responsibility to the audit committee or its equivalent concerning significant
deficiencies and material weaknesses in internal control noted in a financial statement audit. This
proposed SAS does not apply to audits of financial statements included in annual reports of
entities, other than registered investment companies, that file an annual report with the Securities
and Exchange Commission pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of
1934, in which the auditor engaged to perform the audit of the entity’s financial statements also is
required to audit the entity’s internal control over financial reporting.
A summary of the significant provisions of the proposed SAS accompanies this letter.
Comments or suggestions on any aspect of this exposure draft will be appreciated. To facilitate
the ASB’s consideration of responses, comments should refer to specific paragraphs and include
supporting reasons for each suggestion or comment.
In developing guidance, the ASB considers the relationship between the cost imposed and the
benefits reasonably expected to be derived from audits. It also considers the differences the
auditor may encounter in the audit of financial statements of small businesses and, when
appropriate, makes special provisions to meet those needs. Therefore, the ASB would particularly
appreciate comments on those matters.
Written comments on the exposure draft will become part of the public record of the AICPA and
will be available for public inspection at the offices of the AICPA after June 30, 2003, for one year.
Comments should be sent via the Internet to Julie Anne Dilley, Audit and Attest Standards at
jdilley@aicpa.org and received no later than May 30, 2003.
Sincerely,

James S. Gerson
Chair
Auditing Standards Board

Charles E. Landes
Director
Audit and Attest Standards
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SUMMARY
WHY ISSUED
This proposed Statement on Auditing Standards (SAS) was issued to enhance the requirement to
identify and to report to audit committees or their equivalent any significant deficiencies and
material weaknesses in internal control that are noted in a financial statement audit. The Auditing
Standards Board (ASB) believes that the proposed guidance will strengthen the quality of auditor
communications concerning internal control matters noted in a financial statement audit.
The ASB also is issuing this exposure draft to define internal control deficiencies and improve the
definitions of significant deficiencies (formerly, reportable conditions) and material weaknesses.
This proposed SAS does not apply to audits of financial statements included in annual reports of
entities, other than registered investment companies, that file an annual report with the Securities
and Exchange Commission pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of
1934, in which the auditor engaged to perform the audit of the entity’s financial statements also is
required to audit the entity’s internal control over financial reporting. A separate proposed SAS,
Auditing an Entity’s Internal Control Over Financial Reporting in Conjunction With the Financial
Statement Audit, will apply to audits of these entities.
WHAT IT DOES
The proposed SAS:
•

Defines internal control deficiency, significant deficiency (this term replaces and therefore
eliminates the term reportable condition), and material weakness.

•

Requires that internal control deficiencies that constitute significant deficiencies and material
weaknesses be reported to the audit committee or its equivalent.

•

Provides enhanced guidance on identifying significant deficiencies and material weaknesses.

•

Establishes guidance that a material misstatement detected by the auditor’s procedures that
was not identified by the entity ordinarily is indicative of the existence of a material weakness
in internal control.

•

Requires that the auditor distinguish between significant deficiencies, material weaknesses,
and other comments that the auditor may choose to communicate (including internal control
deficiencies that are not required to be reported, or matters dealing with operational or
administrative efficiencies and other items of potential benefit to the client), if applicable.

•

Requires that the auditor document why he or she believes it is not necessary to repeat the
communication of previously reported but uncorrected significant deficiencies to the audit
committee or equivalent.

•

Provides enhanced reporting guidance.

HOW IT AFFECTS EXISTING STANDARDS
This proposed SAS supersedes SAS No. 60, Communication of Internal Control Related Matters
Noted in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), as amended.
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PROPOSED STATEMENT ON AUDITING STANDARDS
COMMUNICATION OF INTERNAL CONTROL RELATED MATTERS
NOTED IN AN AUDIT
1.
This Statement establishes standards and provides guidance for identifying and reporting
matters that relate to an entity's internal control over financial reporting observed during an audit
of financial statements. The communication should be to the audit committee or, in organizations
that do not have one, to individuals with a level of authority and responsibility equivalent to an
audit committee such as the board of directors, the board of trustees, an owner in an ownermanaged enterprise, or others who may have engaged the auditor. For the purpose of this
Statement, the term audit committee is used to refer to the appropriate recipient of the
communication.
2.
This Statement does not apply to audits of financial statements included in annual reports
of entities, other than registered investment companies, that file an annual report with the
Securities and Exchange Commission pursuant to Section 13(a) or 15(d) of the Securities
Exchange Act of 1934, in which the auditor engaged to perform the audit of the entity’s financial
statements also is required to audit the entity’s internal control over financial reporting. Auditors
on such engagements should follow the guidance in the proposed Statement on Auditing
Standards (SAS) Auditing an Entity’s Internal Control Over Financial Reporting in Conjunction
with the Financial Statement Audit.

INTERNAL CONTROL DEFICIENCIES
3.
During the course of an audit, the auditor may become aware through the application of
audit procedures or communication from management of internal control deficiencies that may be
of interest to the audit committee. An internal control deficiency may consist of either a design or
operating deficiency. A design deficiency exists when either a necessary control is missing or an
existing control is not properly designed so that even when the control is operating as designed
the control objective is not always met. An operating deficiency exists when a properly designed
control either is not operating as designed or the person performing a control does not possess
the necessary authority or qualifications to perform the control effectively. Internal control
deficiencies range from inconsequential internal control deficiencies to material weaknesses in
internal control.
4.
This Statement requires that internal control deficiencies that constitute significant
deficiencies and material weaknesses be reported to the audit committee. A significant deficiency
is an internal control deficiency that could adversely affect the entity’s ability to initiate, record,
process, and report financial data consistent with the assertions of management in the financial
statements.1 Significant deficiencies may involve one or more of the five internal control
components,2 including (a) the control environment, (b) risk assessment, (c) control activities, (d)
information and communication, and (e) monitoring. A significant deficiency could arise from a
single deficiency or an aggregation of deficiencies. (See the Appendix for examples of possible
significant deficiencies.) A material weakness is a significant deficiency in one or more of the
1

The auditor should also consider significant deficiencies coming to his or her attention that
relate to interim financial reporting outside the entity in the communication contemplated by this
Statement.
2
Internal control refers to the controls established to provide reasonable assurance that specific
entity objectives will be achieved. See Statement on Auditing Standards (SAS) No. 55,
Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards,
vol. 1, AU sec. 319), as amended, for additional key definitions.

6

internal control components that alone or in the aggregate precludes the entity’s internal control
from reducing to an appropriately low level the risk that material misstatements in the financial
statements will not be prevented or detected on a timely basis.
5.
The auditor may choose to report to the audit committee or to management internal
control deficiencies that the auditor has identified and that are not required to be reported by this
Statement. The auditor may also report matters that, in his or her judgment, are not internal
control deficiencies as defined in paragraph 2, such as matters dealing with operational or
administrative efficiencies and other items of potential benefit to the client.

IDENTIFYING SIGNIFICANT DEFICIENCIES
6.
The auditor's objective in an audit of financial statements is to form an opinion on the
entity's financial statements taken as a whole. The auditor is not obligated to search for significant
deficiencies in internal control. However, during the course of the audit, the auditor may become
aware of significant deficiencies through consideration of the components of internal control,
application of audit procedures to balances and transactions, or otherwise, for example, through
communication by management. The auditor's awareness of significant deficiencies varies with
each audit and is influenced by the nature, timing, and extent of audit procedures and numerous
other factors, such as an entity's size, its complexity, and the nature and diversity of its business
activities.
7.
In making the judgment as to which internal control deficiencies are significant
deficiencies, the auditor should take into consideration various factors relating to the entity, such
as its size, complexity and diversity of activities, and organizational structure. A significant degree
of professional judgment is required in evaluating whether an internal control deficiency is a
significant deficiency. Factors the auditor considers include:
•

The likelihood that the internal control deficiency could result in a misstatement

•

The magnitude of potential misstatements resulting from the internal control deficiency

•

The importance of the control that is deficient, including the degree to which other effective
controls achieve the same control objectives

•

The nature of the account balances or classes of transactions affected by the internal
control deficiency and the financial statement assertions involved

•

If the internal control deficiency is an operating deficiency, the frequency of exceptions

8.
In testing the operating effectiveness of controls, the auditor may encounter exceptions or
deviations to the control. If the reasons for the exception do not indicate a weakness in the
general design or operation of the control, the deviation may not indicate a significant deficiency.
When evaluating the reason for the exception, the auditor considers whether the control is
automated (in the presence of effective general controls, an automated application control is
expected to always perform as designed), the degree of intervention by entity personnel
contributing to the deviation, and, if management was aware of the deviation, its actions in
response to the issue. However, regardless of the reasons for the deviation, numerous or
repeated instances of the deviation may constitute a significant deficiency. A control with an
observed nonnegligible deviation rate is not an effective control.
9.
A number of internal control deficiencies that have a common feature or attribute may
constitute a significant deficiency even though such deficiencies are individually insignificant. The
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auditor may identify multiple deficiencies that are common to a specific account, component, or
location or business unit. For example, the auditor may identify numerous instances in which the
entity’s risk assessment process operates deficiently with regard to accounts or locations or both.
Similarly, the auditor may determine that a reconciliation of detail to the general ledger has not
been done across a range of accounts or business units. Although such deficiencies, if isolated
occurrences, may not be individually evaluated as a significant deficiency, the auditor may
conclude that multiple instances of a deficiency around a common theme constitute a significant
deficiency.
10.
The existence of significant deficiencies may already be known and, in fact, may
represent a conscious decision by management—a decision of which the audit committee is
aware—to accept that degree of risk because of cost or other considerations. It is the
responsibility of management to make the decisions concerning costs to be incurred and related
benefits. Provided the audit committee has acknowledged its understanding and consideration of
such deficiencies and the associated risks, the auditor may decide the matter does not need to
continue to be reported. However, the auditor should document why he or she believes it is not
necessary to repeat the communication of previously reported but uncorrected significant
deficiencies. Furthermore, periodically the auditor should consider whether—because of changes
in management, the audit committee, or simply because of the passage of time—it is appropriate
and timely to report such significant deficiencies.

IDENTIFYING MATERIAL WEAKNESSES
11.
Evaluating whether a significant deficiency, individually or in the aggregate, is also a
material weakness is a subjective process that depends on factors such as the nature of the
accounting system and the financial statement amounts or transactions exposed to the significant
deficiency, the overall control environment, other controls, and the judgment of those making the
evaluation. The absence of identified misstatements is not a criterion for concluding that
significant deficiencies do not constitute material weaknesses.
12.
In performing the audit, the auditor may detect misstatements that would indicate an
internal control deficiency may exist. A material misstatement detected by the auditor’s
procedures that was not identified by the entity ordinarily is indicative of the existence of a
material weakness in internal control.
13.
When evaluating whether a significant deficiency is also a material weakness, the auditor
should recognize that:
a.

The amounts of misstatements caused by error or fraud that might occur and remain
undetected range from zero to more than the gross financial statement amounts or
transactions that are exposed to the significant deficiency.

b.

The risk of misstatement due to error or fraud is likely to be different for the different
possible amounts within that range. For example, the risk of misstatement due to error or
fraud in amounts equal to the gross exposure might be very low, but the risk of
misstatements in smaller amounts might be greater.

14.
In addition to the guidance discussed in paragraphs 7 and 9, the auditor should consider
the following in evaluating whether the aggregate effect of individual significant deficiencies
results in a material weakness:
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a.

The range or distribution of the amounts of misstatement caused by error or fraud that may
result during the same accounting period from two or more individual significant
deficiencies

b.

The likelihood that such a combination of misstatements would be material

OTHER INTERNAL CONTROL MATTERS
15.
The auditor and client may discuss internal control and concerns regarding its functioning
when making arrangements for the audit. Clients may request the auditor to be alert to, and to
report, other internal control matters that are not required to be reported by this Statement, such
as matters dealing with operational or administrative efficiencies and other items of potential
benefit to the client. The auditor is not precluded from reporting matters that he or she views to be
of value to management in the absence of any specific request to do so.
16.
Arrangements between the auditor and the client to report matters noted may include, for
example, the existence of matters specified by the client, or the results of further investigation of
matters noted to identify underlying causes. Under these arrangements, it is possible that the
auditor may be requested to visit specific locations, assess specific controls, or undertake specific
procedures not otherwise planned.

REPORTING—FORM AND CONTENT
17.
Internal control deficiencies noted by the auditor that are considered to be significant
deficiencies or material weaknesses under this Statement, and other matters relating to internal
control that are the result of agreement with the client, should be reported, preferably in writing. If
information is reported orally, the auditor should document the communication.
18.
Any report, either written or oral, on significant deficiencies (and material weaknesses,
where relevant) should:
•

Indicate that the purpose of the audit was to report on the financial statements and not to
provide assurance on internal control.

•

Identify which matters are considered to be significant deficiencies and, if applicable, which
matters are considered to be material weaknesses.

•

Include the definition of significant deficiencies and, where relevant, of material
weaknesses.

19.
Any written report should state that the communication is intended solely for the
information and use of the audit committee, management, and others within the organization and
is not intended to be and should not be used by anyone other than these specified parties. When
there are requirements established by governmental authorities to furnish such reports, specific
reference to such regulatory authorities may be made.
20.

The following is an illustration of a written report encompassing the above requirements.
In planning and performing our audit of the financial statements of ABC Corporation for the year
ended December 31, 20XX, we considered its internal control over financial reporting in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial
statements and not to provide assurance on internal control. Our consideration of internal control
would not necessarily disclose all deficiencies in internal control that might be significant
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deficiencies [or material weaknesses]. However, as discussed below, we noted certain
deficiencies involving internal control that we consider to be significant deficiencies [and material
weaknesses] under standards established by the American Institute of Certified Public
Accountants. A significant deficiency is an internal control deficiency that could adversely affect
the entity’s ability to initiate, record, process, and report financial data consistent with the
assertions of management in the financial statements.
[A material weakness is a significant deficiency in one or more of the internal control components
that alone or in the aggregate precludes the entity’s internal control from reducing to an
appropriately low level the risk that material misstatements in the financial statements will not be
prevented or detected on a timely basis. We believe that the following significant deficiencies
constitute material weaknesses. (Include paragraphs to describe the material weaknesses noted
and their effect on the risk of material misstatement.)]
We consider the following deficiencies to be significant deficiencies in internal control. [Include
paragraphs to describe the significant deficiencies noted.]
[We include, for your information, the following information about other internal control
deficiencies. (Include a description of other internal control deficiencies.)]
This report is intended solely for the information and use of the audit committee (board of
directors, board of trustees, or owners in owner-managed enterprises), management, and others
within the organization (and specified regulatory agency) and is not intended to be and should not
be used by anyone other than these specified parties.

21.
In some circumstances, the auditor may wish to include additional statements in the
report regarding the inherent limitations of internal control in general, including management
override of controls; the specific extent and nature of his or her consideration of internal control
during the audit; or other matters regarding the basis for the comments made.
22.
The auditor may wish to include the following sentence when material weaknesses are
reported:
This material weakness was considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20XX financial statements, and this report does not affect our
report dated [date of report] on those financial statements.

23.
The following is an illustration of a written report that may be used when the auditor
wishes, or has been requested, to advise the audit committee in writing that none of the
significant deficiencies identified is deemed to be a material weakness.
In planning and performing our audit of the financial statements of ABC Corporation for the year
ended December 31, 20XX, we considered its internal control over financial reporting in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial
statements and not to provide assurance on internal control. Our consideration of internal control
would not necessarily disclose all deficiencies in internal control that might be significant
deficiencies or material weaknesses. However, we noted certain deficiencies involving internal
control that we consider to be significant deficiencies under standards established by the
American Institute of Certified Public Accountants. A significant deficiency is an internal control
deficiency that could adversely affect the entity’s ability to initiate, record, process, and report
financial data consistent with the assertions of management in the financial statements.
[Include paragraphs to describe the significant deficiencies noted.]
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A material weakness is a significant deficiency in one or more of the internal control components
that alone or in the aggregate precludes the entity’s internal control from reducing to an
appropriately low level the risk that material misstatements in the financial statements will not be
prevented or detected on a timely basis. We believe that none of the significant deficiencies
described above is a material weakness.
[We include, for your information, the following information about other internal control
deficiencies. (Include a description of other internal control deficiencies.)]
This report is intended solely for the information and use of the audit committee (board of
directors, board of trustees, or owners in owner-managed enterprises), management, and others
within the organization (and specified regulatory agency) and is not intended to be and should not
be used by anyone other than these specified parties.

24.
Because of the potential for misinterpretation of the limited degree of assurance
associated with the auditor issuing a written report representing that no significant deficiencies
were noted during an audit, the auditor should not issue such written representations.
25.
Because timely communication may be important, the auditor may choose to report
significant deficiencies or material weaknesses during the course of the audit rather than after the
audit is concluded. The decision on whether an interim communication should be issued would be
influenced by the relative significance of the deficiencies noted and the urgency of corrective
follow-up action.

EFFECTIVE DATE
26.
This Statement is effective for audits of financial statements for periods ending on or after
December 15, 2003. Earlier application of the provisions of this Statement is permitted.
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APPENDIX
Examples of Possible Significant Deficiencies
1.
As indicated in paragraph 2 of this Statement, a significant deficiency is an internal
control deficiency coming to the auditor's attention that, in the auditor's judgment, could adversely
affect the entity’s ability to initiate, record, process, and report financial data consistent with the
assertions of management in the financial statements.
2.
The following are examples of internal control deficiencies that may be significant
deficiencies. Certain of these internal control deficiencies may also require communications under
the provisions of other statements on auditing standards.
Deficiencies in internal control design
•

Inadequate overall internal control design

•

Absence of a sufficient level of control consciousness within the organization

•

Absence of antifraud programs and controls

•

Absence of appropriate segregation of duties consistent with appropriate control objectives

•

Absence of appropriate reviews and approvals of transactions, accounting entries, or
systems output

•

Inadequate procedures for appropriately assessing and applying accounting principles

•

Inadequate provisions for the safeguarding of assets

•

Undisclosed related party transactions that are not inconsequential

•

Absence of other controls considered appropriate for the type and level of transaction
activity

•

Failure of the information system to provide complete and accurate output that is consistent
with financial reporting objectives and current needs because of design flaws

Failures in the operation of internal control
•

Failure of properly designed controls in preventing or detecting misstatements of
accounting information

•

Failure of the information system to provide complete and accurate output because of the
misapplication of controls

•

Failure to properly apply controls designed to safeguard assets from loss, damage or
misappropriation

•

Intentional override of internal control by those in authority to the detriment of the overall
objectives of the system
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•

Failure to perform tasks that are part of internal control, such as reconciliations not
prepared or not timely prepared

•

Failure to follow up and correct previously identified internal control deficiencies

•

Evidence of willful wrongdoing by employees or management

•

Manipulation, falsification, or alteration of accounting records or supporting documents that
is not prevented or detected on a timely basis

•

Undue bias or lack of objectivity by those responsible for accounting decisions

•

Intentional misapplication of accounting principles

•

Misrepresentation by client personnel to the auditor

•

Employees or management lack the qualifications and training to fulfill their assigned
functions
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